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Led by the petroleum and manufacturing sectors, Ecuador's GDP for 1979 will 
grow by a still-significant 5%, down from 1978's 6.8% rate. Normal ec- 
nomic disruptions accampanying the changeover to civilian rule will account 
for most of the decline in the growth rate of the economy. The crucial 
petroleum sector, spurred on by record-high export prices, will provide a 
large stimulus. Given rapidly increasing domestic fuel consumption and 
stagnant crude reserves, Ecuador's continued ability to export petroleum 
beyond the mid-1980's depends mainly on stimulating new exploration in 

the near future. One prime objective of the new civilian regime will be 
to.attract new foreign oil firms to explore in Ecuador. Total exports 
€€.0.b. licenses granted basis) for 1979 through June are up a strong 19% 
fran the comparable period in 1978, while total imports (same basis) are up 
only 2% in the same period. Ecuador is now the seventh-largest market in 
Latin America for U.S. exports. Despite a slight $10.6 million balance-of- 
payments deficit in the first four months of 1979, and a $92 million de- 
cline in Central Bank net international reserves over the first six months 
of 1979, rapidly accelerating petroleum revenue inflows will, before the 
end of 1979, bring about a balance-of-payments surplus and higher net 
international reserves. The country's foreign indebtedness (public and 
private) at the end of 1978 was about $2.3 billion, although some foreign 
borrowings for military arms are not included in this figure. Debt ser- 
vicing on the $2.3 billion level remains manageable. The maintenance 

over the long run of Ecuador's presently manageable financial position is 
largely a function of whether the country's new foreign borrowings are 
used for productive works with fairly short start-up times, and whether 
petroleum exploration and production increase enough to provide a continued 
inflow of foreign exchange. Following an estimated Central Budget deficit 
of $227 million for 1978, in addition to a $205 million deficit for the 
major national fund, the GOE hopes to hold the 1978 Budget deficit to 

900 million. Preliminary indications, however, point to a much greater 
deficit. Monetary authorities still limit the rate of growth of the 

money supply, and of certain credit flows, in order to ease pressures on 
prices and the balance of payments. Presidential and legislative elections 
took place in a peaceful manner on April 29, 1979 ,with Jaime Poldos selected 
as the President, and the inauguration is scheduléd for August 10, 1979. 
The new civilian regime is likely to maintain the country's generally 
hospitable policies for the private sector and foreign investment. Ecua- 
dor should remain attractive for U.S. exports and investment for some 

time, 


CURRENT ECONOMIC SITUATION AND TRENDS 


Economic Development 


Following the impressive GDP growth rate of 6.8% in 1978, the Ecuadorean 
economy in 1979 should expand by a still-significant 5%, with the second 
half of 1979 stronger than the first half. The decline in the 1979 rate 
of acceleration is due principally to normal econamic disruptions ac- 
companying the changeover to civilian rule scheduled to take place on 





August 10, 1979. Mainly as a result of political uncertainty earlier in 

the year, which is now largely overcome, new investment during 1979 should 
decline slightly. The two sectors which will lead the overall growth of 

the economy are manufacturing ( 17.8% of total GDP in 1978) and petroleum. 
Sectors which will lag behind the economy's overall growth include agriculture, 
commerce, and construction. The slowing of the latter sector will be due 
chiefly to the present Government's emphasis on holding down or freezing 
expenditures on infrastructure projects in order to avoid overly burdensame 
deficit-financing and foreign borrowings (see below). Whatever growth there 
may be in the agricultural sector, still the major sector with 19.4% of 
total GDP in 1978, will be due to expansion in the subsectors of livestock, 
forestry, and fishing which should offset the disappointing results in the 
crop production subsector. Earlier this year, the Agricultural Development 
Law was passed to stimulate this crucial sector. The sector's greatly under- 
utilized potential could be used as a vehicle for greater economic growth, 
increased exports and reduced inflation over the medium-to long-term future. 


Petroleum Sector 


Ecuador, the smallest producer in OPEC, first exported significant quantities 
of petroleum in 1972. Despite the minor impact of Ecuadorean petroleum on 
the world market, it dominates econamic activity in Ecuador, accounting in 
1978 for a large percentage of GDP (9.7%), export earnings (42%-including 
direct and compensation sales of crude, and refined fuel sales), Central 
Government revenues and total foreign investment. 


CEPE (the State Petroleum Corporation) was able to take advantace of the 
tight world oil market in the first half.of 1979 by maximizing export prices 
for term and spot sales. Compared with an average crude export price of 
$12.40 per barrel in 1978, CEPE received a maximum spot price of $36.71 in 
June, and a June term contract sales price of $26.80. Despite the decline 
in the July term contract sales price to $23.41, Ecuador should receive a 
significantly higher average price in 1979. At current production rates, 
for every additional dollar in the average 1979 export price, the country 
will take in an extra $51 million. Thus, if the average 1979 price is 
$20.40, more than $400 million in additional foreign exchange will result. 


After some disputes earlier in the year, Texaco and CEPE continue to work 
together. Production by the Texaco/CEPE Consortium during the first. four 
months of 1979 averaged 218,000 bpd. A conservation regulation issued in 
May cut production by the Consortium to the current level of about 208,000 
bod. For the country as a whole, crude production in 1979 averaged 222,000 
bed prior to the regulation, and about 212,000 bpd since then (compared with 
202,000 bpd in 1978). Total country production could rise again to about 
222,000 bpd if the new civilian regime lifts the conservation ceilings. 

By late-1979, the continuation of new exploration and secondary recovery 
by Texaco/CEPE, along with production from some small new fields, could 
push production even higher. Later this year, Texaco/CEPE may for the 
first time drill’ some very deep exploratory wells in the pre-cretaceous 
layers, perhaps resulting in large additions to the country's proven 
reserves, which for same years have stagnated around the 1.5 billion 
barrel level. 





With the rapidly increasing volume of domestic fuel consumption (16% an- 
nual growth since 1974 for a current level above 80,000 bpd), spurred 

on by heavy implicit Government subsidization of derivatives' prices, 
Ecuador's continued ability to export petroleum beyond the mid-1980's is 
mainly a function of how rapidly the Government of Ecuador (GCE) is able to 
stimulate new exploration over the near term. The Hydrocarbons Law was 
modified in May 1978 to set up a new operations contract basis whereby 
an oil firm will assume all of the exploration risks and in return receive 
a certain percentage of any crude that it finds. Despite preliminary 
interest by a number of firms in coming to Ecuador, none has concluded 
contractual arrangements, due mainly to the lack of implementing legis- 
lation, along with political uncertainty before the April 29 elections. 
The incoming civilian regime has, however, repeatedly stressed that it is 
interested in having new foreign oil firms explore in. Ecuador. 


The state oil refinery at Esmeraldas, which began operations in late-1977, 
is producing a large part of Ecuador's domestic needs, and has converted 
the country into an exporter of refined products, mainly fuel oil. For 
1978, such exports totaled $91 million, compared with $18 million in 1977. 
Pre-qualification of firms will soon take place for the planned 75,000 bpd 
expansion to the refinery's existing 55,600 bpd capacity. 


As agreed upon in May 1977 Accord, Gulf Oil received this past April the 
final $33.4 million GOE payment for the firm's assets in Ecuador, which 
were sold at the end of 1976, bringing the total payment to $115.7 million. 


In June, the GE unilaterally terminated its contract with the U.S. firm 
Northwest, which held the natural gas concession in, the Gulf of Guayaquil, 
as a mutually-acceptable and economically-feasible use of the gas could not 
be determined. Northwest is now appealing the GOE decision. The problems 
with Northwest follow the 1972 annulment of the natural gas concession 
contract with the consortium ADA. . The U.S. firm OKC, which took over ADA's 
legal rights, has a $25 million claim against the GOE. These legal problems 
could delay any development of the gas. 


The French firm BEICIP, in consortium with the Ecuadorean company Proconsult, 
may by late-1979 or early-1980 complete the feasibility study of the proposed 
mixed-enterprise petrochemical complex, potentially the largest preject ever 

undertaken in Ecuador. 


Balance of Trade and Payments 


Total exports for 1978 on an actual f.o.b. basis equalled $1,532 million, 
up 9% from 1977's level. Export data on an actual basis for 1979 are not 
yet published, but available data on export licenses granted provide a 
good indication of the general trends. Export licenses granted on a f.o.b. 
basis for 1979 through June totaled $825 million, up a sharp 19% from the 
comparable period in 1978. As mentioned previously, exports of petroleum 
crude and derivatives will lead the overall increase. After a dramatic 
rise in 1978, the value of coffee exports in 1979 will decline, despite 
perhaps slightly higher prices. The decline is due to the inevitable fall 
in export volume from the 1978 level, which included a large amount of 














deferred 1977 production. Other exports which should remain relatively 
stable or increase modestly in value during 1979 include bananas, processed 
cocoa, and seafoods (raw and processed). Planned improvements in the inad- 
equate fishing fleet and port facilities could help greatly increase sea- 
food exports in the coming years. Raw cocoa exports will decline in 1979, 
largely due to the deliberate GOE policy of favoring processed cocoa exports. 
Sugar exports remain at a very depressed level due to labor and financial 
problems in the industry. Excluding processed agricultural commodities and 
refined petroleum, industrial exports in the first half of 1979 maintained 
their usual low value. 






























Total imports for 1978 on an actual f.o.b. basis equalled $1,315 million, 
2% below the comparable figure in 1977, representing the first decline in 
imports since 1972. This marked deceleration from 1977's 30% increase was 
due mainly to the $135 million decline in 1978 petroleum derivative imports 
brought about as the Esmeraldas Refinery (which uses Ecuadorean crude) 
completed its first full year of operation, along with the possible over- 
stocking of goods during 1977. Import licenses granted on an f.o.b. basis 
for 1979 through June totaled $701 million, up only 2% from the comparable 
period in 1978. 






The United States, one of the few countries with which Ecuador enjoys a 
sizeable trade surplus, remains Ecuador's major trading partner in both 
directions. In 1978, Ecuador exported goods worth $741 million to the U.S. 
(up 19% from 1977), while the U.S. exported items to Ecuador valued at $609 
million: (up 8% from 1977). Ecuador in 1978 ranked as the seventh-largest 
market in Latin America for U.S. exports. For 1979 through March, U.S. 
exports to and imports from Ecuador equalled, respectively, $153 million 
(down $1 million from the same period in 1978) and $190 million (down $8 
million). 





Since the start of petroleum exports in 1972, Ecuador has had a balance-of- 
trade surplus (on an f.o.b. basis for both exports and imports) every year. 
For 1979, the norm of a balance-of-trade surplus will hold true, led by the 
tremendous rise in petroleum revenues. 





Historically, Ecuador sustains a new outflow in its current-acoount balance, 
while achieving a net inflow in its capital account. The overall inflow of 
capital in 1978, although less than in 1977 due to a GOE decision to resort 
to less foreign borrowing, more than offset the. current-account deficit to 
produce a balance-of-payments surplus of $6 million. For the first four 
months of 1979, the Central Bank announced a small $10.6 million deficit 

in the balance-of-payments, largely due to smaller capital inflows and 
greater capital outflows (including the Gulf payment, debt repayments and 
Central Bank dollar sales in the free exchange market - see below). None- 
theless, the steep rise in petroleum prices will,-during the remainder of 
the year,more than offset the slight balance of payments deficit through 
April. A 1979 balance-of-payments surplus of about $100 million is attain- 
able, with the final result largely a function of how much capital borrowing 
the GOE chooses to allow during the remainder of 1979. On June 30, 1979, 
net international reserves held by the Central Bank totaled $509 million, 
down $92 million from the end-of-1978 level of $601 million. This decline 
is largely due to the outflow mentioned above, but ‘net reserves should 
recuperate during the remainder of 1979 as heavy petroleum receipts flow in. 











Ecuador's debt service ratio (servicing on public external debt as 

a percentage of annual export earnings from merchandise and non-factor 
services) in 1978 was a still-manageable 20.8%, providing Ecuador with 
some margin to borrow abroad for infrastructure projects needed to fuel 
the economy. Aggregate data on private external debt at the end of 1978 
is not readily available, but local observers place the debt at a level 
above $500 million. Combining this with the nearly $1.8 billion in public 
external debt at the end of 1978, the country's total external indebtedness 
on that date was about $2.3 billion. The above external debt and balance 
of payments analysis is based on official figures, although such figures 
do not entirely reflect imports and foreign borrowings for military arms. 


In any case, the country's short-to medium-term financial position remains 
manageable, especially in view of the windfall from petroleum. One other 
factor significantly improving Ecuador's external debt servicing position 

is the January 1979 $520 million sydicatgd loan by Citibank/Bank of America 
to the GOE to refinance a large portion of the most pressing external public 
debt over a longer grace period and maturity, and at a lower interest rate. 
Ecuador's financial soundness over the long run depends on whether the 
country uses its borrowings for productive works with relatively short start- 
up times, and whether petroleum exploration and production increase enough 
to provide the capital to repay foreign loans. 


Fiscal Performance 


The GOE has made use of deficit financing for several years. Ecuador's 
fiscal performance is complex due to the large number of autonomous 
agencies (e.g. Social Security Institute); the widespread use of earmarked 
funds (especially from petroleum) for the financing of agencies both within 
and outside the Central Government Budget; the proliferation of national 
funds, state enterprises (e.g. CEPE), and related institutions which, 
although under the control of various ministries, do not appear in the 
Central Budget; and the large number of special accounts maintained by the 
various ministries. Fiscal control under such a complicated system is very 
difficult. 


The Central Government revenues and expenditures listed in the table of 
key economic indicators include the Central Budget, the National Development 
Fund (FONADE), and the National Participation Fund (FONAPAR). Generally 
the Budget serves to cover current administration expenses, while FONADE 
and FONAPAR channel capital resources to the rest of the public sector. 
The Budget deficit in 1978 equalled $227 million, down slightly from the 
$255 million deficit in 1977. FONADE's deficit in 1978 grew dramatically 
to a level of $205 million, compared with a 1977 deficit of $5 million. 
FONAPAR maintained a rough budget equilibrium in both 1977 and 1978. The 
Social Security Institute, with respective surpluses in 1976-78 of $177 
million, $127 million, and $172 million, helps finance the Budget deficit 
by purchasing State bonds. For 1979, the GOE projects a Budget deficit of 
200 million, but the actual deficit is likely to be much greater. 

















Monetary Policy 


The GOE monetary authorities may be described as activists. For the past 
few years, they have limited the rate of growth of the money supply, and 
of certain credit flows, in order to ease pressures on prices and the 
balance of payments. At the same time, they have attempted to direct 
resources selectively to priority productive sectors and to avoid dimin- 
ishing the overall levels of production, consumption, and savings. The 
money supply in 1979 through May grew by 12.4% over the previous 12-month 
period, compared with 1978's annual growth of 13.5%. Central Bank credit 
in 1979 through June increased by 23.4% over the previous 12-month period, 
compared with 1978's 14.4% growth, ‘reflecting greater than expected credit 
expansion. Much of this credit has gone to agriculture and export sectors. 
A significant portion of outstanding Central Bank credit is to La Previsora, 
a private bank which had been under semtiiquidation for over two years 
until the GOE recently decreed steps to rehabilitate the bank. For the 
rest of 1979, the rate of Central Bank credit growth is likely to decline 


as the monetary authorities try to dampen inflation to the desired annual 
rate of below 10%. 
































Along with monetary controls, other GOE policies to hold down inflation 
include restraints on wage increases, price controls and subsidies of a 
number of key staples. These policies have been successful, as reflected 
by the annual inflation rate of 10.7% through June 1979, exactly the same 


level as for all of 1978. This rate compares very favorably with other 
Latin American countries. 


The official rate of exchange has remained at 25 sucres for 1 dollar since 
the last devaluation in 1970. The sucre, classified by the IMF as a hard 
currency, is one of the strongest in Latin America. Ecuador has had a dual 
exchange market since November 1971. Free-market monetary exchange in 
either direction remains unrestricted, unlike most Latin American nations. 
The Central Bank generally intervenes in the free market to bolster the 
sucre if the exchange rate to buy U.S. dollars rises much above 28 sucres. 
Following the July 16, 1978 elections, as well as before the April 29, 1979 
elections, the Central Bank sold appreciable quantities of dollars on the 
free market in order to strengthen the sucre. During the first half of 
1978, second half of 1978, and the first four months of 1979, the Central 
Bank sold in the free market respective amounts of $3.8 million, $30.7 
million and $37.6 million. Since the April 29 elections, the sucre has 
strengthened, with a consequent reduction in Central Bank intervention. 
Presumably the Central Bank stands ready if necessary to intervene again. 


Income Distribution, Wages and Employment 


Ecuador's income distribution remains highly skewed, like many developing 
countries. Over the past few years, rises in the cost of living have out- 
paced wage increases in the public and private sectors. The general minimm 
wage level, raised in February 1979, is about $80/month. Such mandatory 
fringe benefits as social security,. profit-sharing and end-of-year bonuses 
raise the real wage to 60% more than the nominal rate. Labor union members 
account for only about 10% of a total labor force of approximately 2.4 mil- 
lion, and labor-management relations are generally good. There is a shortage 
of skilled labor and managers. Hard figures on unemployment and underemploy- 
ment are not readily available, but presumably both are high. 


Andean Pact 


Firms which locate in Ecuador could increase their potential market through 
the country's membership in the Andean Pact. Under Pact rules, each year 

a foreign firm may remit profits in an amount up to 20% of the original 
registered investment. Pact sectoral development programs in metal 

working, motor vehicles, and petrochemicals are now in varying stages of 
development. The GOE has signed a contract with Volkswagen for the 
establishment of a light-passenger vehicle assembly/manufacturing plant, 

as well as a contract with General Motors for a truck assembly/manufacturing 
plant. The GOE interpretation of the Andean Pact Code in regard to foreign 
investment has been liberal, and the new administration is likely to follow 
a similar policy while supporting the Pact. As in the other Pact countries, 
the Overseas Private Investment Corporation (OPIC) does not insure invest- 
ment projects in Ecuador due to differences over Pact regulations on the 
settlement of investment disputes. 


IMPLICATIONS FOR THE UNITED STATES 


Political Changes 


Presidential and legislative elections were held in a peaceful manner on 
April 29, 1979, in preparation for the military to turn the government over 
to the civilians on August 10, 1979. Jaime Roldos, the presidential 
candidate of the Concentration of Popular Forces (CFP) party and Osvaldo 
Hurtado, the vice-presidential candidate of the Popular Democracy -=- 
Christian Democratic Union Party in coalition with the CFP, obtained an 


overwhelming majority. Roldos and his closest advisers are favorably 
disposed toward. the private sector and foreign investment. However, the 
already high degree of state control/participation will likely remain 
about the same. 


U.S. Trade 


Ecuador's large trade deficit with Europe and Japan is becoming increasingly 
a matter of concern to the GOE. Enjoying a large surplus in trade with 

the U.S., the GOE is making no effort to restrain the dominant role played 
by the U.S. in Ecuador's imports and exports. Under the new U.S. Trade 

Law, those countries which enter into a bilateral agreement with the U.S. 

as part of the Multilateral Trade Negotiations will be eligible to receive 
benefits from the Generalized System of Preferences (GSP). A bilateral 
agreement with Ecuador is under consideration,’ which could eliminate the 
country's present exclusion (due to its OPEC membership) from the GSP 
benefits. 


Ecuador's policies and practices regarding imports are fairly liberal. 
Nonetheless, the GOE imposes certain measures to limit what it considers 
less-essential goods, sets high tariffs for revenue purposes, and prohibits 
certain imports of goods when similar goods are manufactured in the country. 
On the other hand, numerous exonerations from import duties are granted 

for products used to develop certain priority sectors. The selection of 
appropriate representation for the marketing of goods is highly important, 
and in the case of contracts involving bidding procedures, the employment 
of an Ecuadorean agent on the spot is mandatory. For further information, 





see Marketing in Ecuador @OBR 79-01), a report published in February 
1979 by the U.S. Department of Conmerce. 


Ecuador should continue to be one of the strongest markets in Latin 
America for U.S. goods for several years to come. American products 

are prized in the local market for their quality, durability, rapid 
delivery, good follow-up servicing, and easy accessibility to spare 
parts. Opportunities are ample for U.S. sales of materials, equipment 
and consulting/engineering services. Some of the best prospects for 
incremental sales include machinery and equipment for agriculture, 
business (including canputers), métalworking, food processing and pack- 
aging and construction and materials handling (see Quito 7287 of October 
17, 1978). Competition from European and Japanese suppliers remains 
high, however, and U.S. firms will have to be prepared to meet it, 
either by improving on the prized traits mentioned above, or by offering 
attractive price and financing terms. Additionally, the ability to 
adopt or supply machinery and equipment for the relatively small local 
needs may facilitate sales. In September 1979, a large biennial inter- 
national trade fair in Guayaquil will include a U.S. a for those 
U.S. firms interested in participating. 


U.S. Construction and Investment Opportunities 


U.S. firms should continue to find it worthwhile to explore the favorable 
construction /investment opportunities in Ecuador. A large number of 
construction projects are in the planning stage, including roads, dams, 
fishing facilities, a steel mill, airports, electricity-generating 


projects and the previously mentioned truck, car, refinery and petro- 
chemical complexes. Presumably the new civilian regime will need som 
time to set its priorities before implementing many projects, but once 
ready, construction projects in a variety of areas could be stimulated. 
Agroindustrial projects will likely receive a high priority. 


At the end of 1977, U.S. firms accounted for 64% of the $758 million of 
direct foreign investment in Ecuador. The incoming civilian regime plans 
to encourage new investment in traditionally open sectors and to adhere 
to established rules and regulations once the investment is made. It 
‘appears that the political environment for foreign investment under the 
new government will remain favorable and in certain areas (e.g. petroleum 
and mining) may even improve. Special incentives are available for those 
firms which decide to locate outside the Quito and Guayaquil areas. A 
more detailed analysis of the investment climate may be found in Quito 
A-40 of June 20, 1979. 


* U. S. GOVERNMENT PRINTING OFFICE: 1979—311-056/182 
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